





Regulation is having an increasingly significant impact on energy players’
profit and loss accounts, in both regulated activities such as transmission
and distribution and, paradoxically, also in liberalized activities such

as generation and wholesale markets. The importance and growing
complexity of regulation — resulting from increasing numbers of players
participating in definition of key rules —require special consideration
within the current context of the European energy sector.

McKinsey & Company has created a dedicated Regulatory Service Line
for the Electric Power and Natural Gas sector to address energy players’
questions and concerns in the following areas:

= Overall regulatory management

= Wholesale markets regulation

=  Transmission and distribution regulation
= Renewables regulation

= Business in Society (BiS).



OVERALLREGULATORY MANAGEMENT
Utilities are arnong the most advanced companies in terms of regulatory
management, but their perforrnance varies greatly.

MCcKinsey has identified the three key core activities upon which excellence
in regulatory management is based: 1) requlatory negotiation, defined as
best-in-class negotiation techniques and a proactive approach towards
selected topics; 2) relationship management, which consists of focused and
“industrialized” lobbying of key stakeholders and influencers; 3) reputation
building, or targeted activity designed to influence public opinion and
sustain the company’s reputation as instrumental in regulatory negotiations.

How to think about regulatory management: Three core activities

1. Regulatory negotiation 2. Relationship management 3. Reputation building
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WHOLESALE MARKETS REGULATION

Today, significant differences exist in wholesale market regulations between
European countries. McKinsey’s detailed analysis reveals divergences in
key European market rules across several dimensions, including pricing
mechanisms, balancing mechanisms and ancillary services, capacity
payments, and congestion management systems.

In the future, in a context of European wholesale market integration — that
should lead by itself to progressive convergence of rules between countries
—those rules will be likely further affected by two main forces: renewables
proliferation and commodity markets convergence. Two forces that must
be fully understood by the players, since they will require prompt actions.



Key forces that may drive future wholesale markets rules changes
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TRANSMISSION AND DISTRIBUTION REGULATION

Over the last decade, distribution regulation has evolved towards a
Performance-Based Remuneration model (PBR), thus reducing remuneration
of activity and fostering efficiency gains. Now, however, the PBR model is no
longer viable, because the efficiency gains it has typically triggered in the past
are almost exhausted. Furthermore, the model does not allow for sufficient
return on investments and it fails to consider new systems’ objectives, such as
smart grids.

In the area of transmission and distribution, therefore, IMIcKinsey has been
re-thinking the way regulation needs to evolve.
Value-destroying European power distribution remuneration systems
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1 Discount rate equal to Market WACC, estimated considering the EU average of business-specific parameters set by
the regulator (Beta unlevered, spread on debt, MRP, D/E) and, separately for each country, the country-specific
parameters (tax rate, tax shield, inflation, risk free rate).

2 Present value of incremental investments reflected in the tariff may differ slightly from present value of existing
assets or systems with regulatory periods of more than one year.

3 91 without incentives (base remuneration); 100 with maximum incentives (+2% on base WACC for 12 years).
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RENEWABLES REGULATION

Renewables are typically regulated along two main axes: remuneration
schemes (which mainly consist of feed-in tariffs and, to a lesser extent,
green certificates), and allocation of capacity, (either tendered or free).

However, analyzing the attractiveness of a specific renewables regulatory
framework requires considering both pure technical regulatory

issues, like the ones mentioned above, and other conditions such as
expected profitability, growth potential, framework stability, efficiency

of administrative processes and other factors, for example access to
technology and human resources in the region.

Assessment of the attractiveness of a renewables regulatory model

Some elements to be considered by investors

+ Attractiveness of remuneration structure (model)
Profitability - Attractiveness of electricity price (to which renewables prices may
be linked)
- Financial conditions in the country
+ Cost levels of grid connection

Growth - Sufficiency of grid capacity

potential - Existence of enough natural resources

[——— . Consjstency and strength of agreements
stability + Solidity of regulatory framework

+ Number of authorities involved
- Coordination efficiency between authorities
+ Length of lead time to obtain necessary permits

Administrative
efficiency

Access to

technology and - Availability of a skilled workforce
HR
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BUSINESS IN SOCIETY (BiS)

Consumer perception of electric power companies is not positive

in several respects. Business in Society is not only about regulation,
but also about demonstrating social responsibility and meeting
environmental standards. In these areas, we seek to understand in
depth how power companies can effectively deal with these challenges.



Business in Society: Addressing consumer perception about electric
power companies
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KEY QUESTIONS IN REGULATORY MANAGEMENT
= How can companies better negotiate with the regulator and other
stakeholders to secure optimal regulatory output? Who are the
key stakeholders? Are there different approaches for each?

= Howwill wholesale markets evolve? What wholesale market
regulatory changes should utilities fight for?

= How can companies better protect their interests in regulated
activities (transmission and distribution)? What remuneration
model should be proposed for distribution?

= What is the most attractive regulatory framework for
renewables?

= How can a power utility manage its role in society? Is that
role just about regulation? What other variables should be
addressed?
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